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PART 1 — FINANCIAL INFORMATION
Item 1 — Consolidated Financial Statements

FLOTEK INDUSTRIES, INC.
CONSOLIDATED BALANCE SHEETS

(Unaudited)
June 30, December 31,
2003 2002
ASSETS
Current assets:
Cash and cash equivalents ...........c...cccoeeevieici e $ - $ -
Accounts receivable, less reserves of $915,855 and
$900,067 as of June 30, 2003 and December 31, 2002, 2,733,228 2,034,381
FESPECHVEIY ...
[NV o1 (o] 4 1= 1,474,557 1,553,230
Other current @ssets........cooeeeeieeeveiee e 196,196 198,055
Assets held for sale from discontinued operations................. 1,402,470 1,958,610
Total current assets.........cccooeee 5,806,451 5,744,276
Property, plant and equipment, net...........ccccooiiii e 2,714,984 2,692,059
GOoOodWIll, NEL ... 12,266,346 12,266,346
Patents and other intangible assets, net...........cccccccoeeiiiininne. 241,801 237,421
Total @SSetS..ccoiiiiiiiiie $ 21,029,582 $ 20,940,102
LIABILITIES AND STOCKHOLDERS’ EQUITY
Current liabilities:
NoOtes PayabIe..........c.ooeeeeeeeeeeee e $ 3,648,931 $ 3,532,924
Current portion of long-term debt ............cccocviiiiiiiiiee 1,170,675 977,695
Accounts payable ..o 3,245,122 2,464,499
Accrued liabilitieS..........uuveiieiiieiiiiii s 174,899 91,971
Amounts due to related parties ..........ccccceveeeeiiicciiiiieeee e, 736,214 100,892
Liabilities associated with discontinued operations................ 1,490,751 1,388,261
Total current liabilities........ccccoeeviiiiiii e, 10,466,592 8,556,242
Long-term debt........oeeeieeee e 2,902,326 3,039,649

Stockholders’ equity:
Preferred stock, $.0001 par value, 100,000 shares
authorized, no shares issued.............ccoevveeeieeeeeiiiiieeeeen, - -
Common stock, $.0001 par value, 20,000,000 shares
authorized, 5,813,336 and 5,521,670 shares issued and
outstanding as of June 30, 2003 and December 31,

2002, reSPECHVEY .....occvieiiieecie et 581 552
Additional paid-in capital ..........cc.cccooeiiiiiiiiiie e 16,548,127 16,373,156
Accumulated defiCit...........coooiiiiiiii (8,888,044) (7,029,497)

Total stockholders’ equity ..........occoeeiiiiiiiiiiiiieees 7,660,664 9,344,211

Total liabilities and stockholders’ equity ...............cccc....... $ 21,029,582 $ 20,940,102

The accompanying notes are an integral part of these consolidated financial statements.



FLOTEK INDUSTRIES, INC.

CONSOLIDATED STATEMENTS OF OPERATIONS
(UNAUDITED)

Revenues .........ccccccveviviiiiiiiiiieeeeen,

Costofsales.........ccccceevveiviiicnennnn.
Gross margin ........cccccveeeeeeeeeeecenneen,

Expenses:
Selling, general and administrative...
Depreciation and amortization.........
Research and development.............
Total expenses ..........eeevvvvvvvvvnnnnns
Operating income (loss) ...............

Other income (expense):
Interest expense .......ccccceeeeeeeieieeennn,
Other, income (expense), net ..........
Total other income (expense).......
Loss from continuing operations......
Loss from discontinued operations ..
Loss on disposal of discontinued
operations ...
Cumulative effect of change in
accounting principle .......................
Net 10SS ...uvviiieiiiiie

Basic and diluted loss per common

share:
Loss from continuing operations......
Loss from discontinued operations ..
Loss on disposal of discontinued
operations ........cceveeeeeviiiiieiiiiiiiiiiians
Cumulative effect of change in
accounting principle ....................
Basic and diluted net loss per
common share.........cccoeveeeevnenene.
Weighted average number of
shares outstanding........cccccceevveeenes

Three Months Ended

Six Months Ended

The accompanying notes are an integral part of these consolidated financial statements.

June 30, June 30,

2003 2002 2003 2002
$ 3,617,869 $ 2,877,740 $ 6,946,314 $ 5,909,395
2,283,134 1,781,540 4,295,554 3,487,013
1,334,735 1,096,200 2,650,760 2,422,382
1,279,388 1,201,318 2,220,977 2,284,293
152,855 123,720 303,704 228,872
23,628 43,229 40,687 65,428
1,455,871 1,368,267 2,565,368 2,578,593
(121,136) (272,067) 85,392 (156,211)
(170,297) (145,991) (300,906) (228,745)
347 (9,779) 1,776 170
(169,951) (149,301) (299,130) (228,575)
(291,087) (427,837) (213,738) (384,786)
(410,689) (752,786) (486,974) (1,062,591)
(1,157,835) - (1,157,835) -
- - - (452,745)
$ (1,859,611) $ (1,180,623) $ (1,858,547) $ (1,900,122)
(0.05) (0.09) (0.04) (0.08)
(0.07) (0.15) (0.09) (0.22)
(0.21) - (0.21) -
- - - (0.09)
$ (0.33) $ (0.24) $ (0.33) $ (0.39)
5,635,223 4,910,812 5,578,760 4,901,608




FLOTEK INDUSTRIES, INC.

CONSOLIDATED STATEMENT OF CHANGES IN STOCKHOLDERS’ EQUITY

(UNAUDITED)

Additional
Common Stock Paid-in Accumulated
Shares Amount Capital Deficit Total

Balance at December 31, 2002........... 5,521,670 552 $16,373,156 $ (7,029,497) $ 9,344,211
Common Stock issued for

Stock Grant.....ooeeeeeeeeeeeeeeeen, 125,000 12 74,988 - 75,000
Common Stock issued for Cash............ 166,666 17 99,983 - 100,000
NELI0SS. .ot - - - (1,858,547) (1,858,547)
Balance at June 30,2003 .................... 5,813,336 581 §$ 16,548,127 $(8,888,044) $ 7,660,664

The accompanying notes are an integral part of these consolidated financial statements.



FLOTEK INDUSTRIES, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS
(UNAUDITED)

For the Six Months Ended
June 30,

2003 2002

Cash flows from operating activities:
Loss from continuing operations...........ccccccceveviiiieevennenn. $ (213,738) $ (384,786)
Adjustments to reconcile loss from continuing
operations to net cash used in:

Change in accounting principle .........cccccoiiiiiiiieieeeies - 452,745
Depreciation and amortization.............cc.cceeeveeeeveereeeeennan. 303,704 228,872
StOCK Grant........coocviiiiieeiiee e 75,000 -
Increase (decrease) in:
Accounts receivable ... (698,847) (1,399,999)
Inventories and WOrk in Progress. ........c.ooveeeeeeeecesreeennns 39,474 214,705
Other current @ssets ...........cccoeeeiieeiiiieeeee e, 1,859 (170,050)
Deposits and other ..., - 44,189
Accounts payable and accrued expenses.............c........... 679,711 41,893
Net cash provided by (used in) continuing operations ...... 209,099 (972,431)
Net cash provided by (used in) discontinued operations .. (748.490) (648,497)
Net cash used in operating activities ..............c........... (5639,391) (1,620,928)
Cash flows from investing activities:
Acquisition of subsidiaries, net.......................... - (122,250)
Capital eXpenditures............cceeveeeeeeieeeeeeeeee e (274,323) (1,016,452)
Net cash used in investing activities from continuing
OPEIAHONS ...ttt e, (296,259) (1,138,702)
Net cash used in investing activities from
discontinued operations ..............ooeeeeeeeceeeeeeeeeeeeen, - - __(180,776)
Net cash used in investing activities ................c.......... (296,259) (1,319,478)
Cash flows from financing activities:
Issuance of stock for cash..............cccceeeveeciccicieiee, 100,000 -
Proceeds from borrowings ........cccccoeeveveeiiiiee e e 319,993 2,508,436
Repayments of indebtedness............cccccveevveeieeercveeenenne. (225,602) (535,934)
Proceeds from related parties ............ccccoeeeeiiiiiinien. 655,322 164,755
Net cash provided by financing activities from
continuing OPErations ..............ceeeeveveeeeereeereeeeeee e 849,713 2,137,257
Net cash provided by (used in) financing activities from
discontinued operations __ (14,063) __ 572,286
Net cash provided by financing activities..................... 835,650 2,709,543
Net decrease in cash and cash equivalents....................... - (230,863)
Cash and cash equivalents — beginning of period ................. - 240,438
Cash and cash equivalents — end of period ...................... $ - $ 9,575

The accompanying notes are an integral part of these consolidated financial statements.



FLOTEK INDUSTRIES, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS (Continued)
(UNAUDITED)

Six Months Ended

June 30,
2003 2002
Supplemental disclosures of cash flow information:
Acquisition of subsidiaries:
Assets acquired:

Patents and other intangibles..............cccccoevviecieenenen. $ - $ 104,466
GOOAWIll.....coeiiiee e - 207,250
311,716
Common stocK iSSUEd ........cevviiiiiiie e - (189,466)
Net cash paid to sellers and transaction costs............. $ - $ 122,250
Cash paid forinterest..........cccooeiiiii e $ 194,303 $ 186,837

The accompanying notes are an integral part of these consolidated financial statements.



FLOTEK INDUSTRIES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
(UNAUDITED)

Note 1 — Basis of Presentation

The condensed consolidated financial statements included herein are unaudited and have been prepared
by Flotek Industries, Inc. (the "Company") pursuant to the rules and regulations of the Securities and
Exchange Commission. Certain information relating to the Company's organization and note disclosures
normally included in financial statements prepared in accordance with generally accepted accounting
principles has been condensed or omitted in this Form 10-QSB pursuant to such rules and regulations.
These financial statements reflect all adjustments, which the Company considers necessary for the fair
presentation of such financial statements for the interim periods presented and the Company believes
that the disclosures included herein are adequate to make the interim information presented not
misleading. These financial statements should be read in conjunction with the audited consolidated
financial statements and notes thereto included in the Company's Annual Report on Form 10-KSB for the
year ended December 31, 2002. The results of operations for interim periods are not necessarily
indicative of the results expected for the full year.

Note 2 — Acquisitions

In January 2002, the Company issued 26,116 shares of common stock valued at $82,309 to the former
shareholders of Material Translogistics (“MTI”). Under the original acquisition agreement, which had an
effective date of June 29, 2001, the shareholders of MTI could receive up to 52,232 additional shares of
common stock, contingent upon the execution of two future contracts. One of these contracts became
effective in January 2002 and the shares issued above relate to that contract. The other contract had not
been executed as of June 30, 2003. See Note 15 of the Notes to Consolidated Financial Statements.

On February 19, 2002, the Company acquired 100% of the common stock of IBS 2000, Inc. (“IBS”), a
Denver-based company engaged in the development and manufacturing of environmentally neutral
chemicals for the oil industry. IBS is in the development stage and has had limited operating history. The
Company paid $100,000 in cash and issued 34,000 shares of common stock valued at $107,157 to
acquire IBS. Including legal and other transaction costs, the acquisition resulted in the recording of
approximately $197,000 of goodwill and other intangibles. Revenue and operations of IBS were
immaterial.

Note 3 — Discontinued Operations

On June 27, 2003, the Company announced its intentions to divest its Equipment Specialties Division
located in Duncan Oklahoma. The Company expects to finalize the sale of this division during the third
quarter of 2003. The estimated proceeds from the sale are approximately $255,000 and the estimated
loss on disposal is $1,157.0 thousand. The loss on disposal is recorded separately on the Consolidated
Statement of Operations. Adjustments to the estimated loss, if any, will continue to be recorded through
the date on which the transaction closes.

The Equipment Specialties Division is accounted for as a discontinued operation and therefore, the
results of operations and cash flows have been removed from the company’s results of continuing
operations for all periods presented in this document. See Management’s Discussion and Analysis of
Financial Condition and Results of Operations for a discussion of the results of discontinued operations.
The Equipment Specialties Division was part of the Equipment Manufacturing segment. The results of
Equipment Specialties Division have also been excluded from Results by Segment.



FLOTEK INDUSTRIES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
(UNAUDITED)

Summarized selected financial information for the discontinued operations is as follows:

Three Months Ended Six Months Ended
June 30, June 30,

2003 2002 2003 2002
Revenue..........ccoeeeeeiceeccceeee, $ 898,902 $ 502,553 $ 1,490,917 $ 1,130,482
Loss from discontinued
operations ........ccccveeeeeeeeieeeeeee. (410,689) (752,786) (486,974) (1,062,591)
Loss on disposal of discontinued
operations ........ccccveeeeeeeeieeeeeee. (1,157,835) - (1,157,835) -
Cumulative effect of change in
accounting principle - - - (452,745)
Net loss from discontinued
0Perations ..........cccceveeeeeeeeeeenenn $ (1.568.524) $ (752,786) $ (1,644,809) $ (1,515,336)

The assets and liabilities of discontinued operations have been written down to their estimated sales
value and are stated separately as of June 30, 2003 on the Consolidated Balance Sheets. The major
asset and liability categories are as follows:

June 30, December 31,
2003 2002
Assets held for sale:
LNV Z=Y 1 (o) YA $ 213,491 $ 264,487
Property, plant and equipment.............cccooiiii i 1,188,979 1,694,123
Total assets held for sale.........ccooeiiiiiiiie i, $ 1,402,470 $ 1,958,610
Liabilities — discontinued operations:
Capital lease obligation............c.cccooveeiiiieiiieciie e, $ 1,402,326 $ 1,388,261
Accounts payable..........ooocciiiiiiie e 88,425 -
Liabilities associated with discontinued operations ............. $ 1,490,751 $ 1,388,261

Note 4 — Accounts Receivable

At June 30, 2003, the Company had approximately $1,227.0 thousand of accounts receivable from a
customer in Venezuela, all of which arose from goods shipped in the first half of 2002. As a result of
political instability and work disruptions in the country, these amounts have not been paid within the
customary payment terms for this customer. The ultimate customer for these goods is PDVSA, the
national oil company of Venezuela. Our customer holds a contract to deliver over $5 million of our
proprietary products to PDVSA during the next three years. However, PDVSA has delayed acceptance of
the majority of the goods shipped due to the recent political unrest and oil and gas industry work
curtailment in Venezuela. The $1,227.0 thousand has not been shipped to the end customer (PDVSA).
Operations personnel within PDVSA inform us that our product will be needed as they begin to increase
oil production to pre-strike levels. We believe the product will eventually be shipped to PDVSA but we
cannot predict when. Thus, we have established a reserve for doubtful accounts for $878.0 thousand, the
portion that we believe to be unrealizable if the product is not ultimately delivered to PDVSA. We fully



FLOTEK INDUSTRIES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
(UNAUDITED)

expect, once PDVSA accepts the product, they will pay, as they have in 2002, within their customary
payment terms.

Note 5 — Inventories and Work in Progress

Inventories consist of raw materials, finished goods and parts and materials used in manufacturing and
construction operations. Finished goods inventories include raw materials, direct labor and production
overhead. Inventories are carried at the lower of cost or market using the average cost method. The
Company maintains a reserve for impaired or obsolete inventory, which is reviewed for adequacy on a
periodic basis. Work in progress consists of percentage of completion revenues recognized in excess of
customer billings and deposits and billings in excess of revenues on specific contracts. Inventory held for
sale associated with discontinued operations of the Equipment Specialties Division consists of work-in-
progress jobs net yet complete and manufacturing parts and materials associated with this business. The
components of inventories and work in progress at June 30, 2003 and December 31, 2002 were as
follows:

June 30, December 31,
2003 2002
Raw materials.........cocoooiiiiiiiieec e, $ 299,900 $ 409,806
Finished goods .........cccooiiiiiiiiiiieee e, 1,545,370 1,534,387
Manufacturing parts and materials................... 29,231 -
Work in Progress ........ccceeevevcciiieeeeee e, 160,212 91,100
Inventory obsolescence reserve...................... (559,456) (482,063)
Inventories and work in progress, net....... $ 1,474,557 $ 1,553,230

Note 6 — Property, Plant and Equipment

At June 30, 2003 and December 31, 2002, property, plant and equipment was comprised of the following:

June 30, December 31,
2003 2002
Land ..o $ 68,000 $ 68,000
Buildings and leasehold improvements........... 1,952,349 1,809,552
Machinery and equipment ............cccccooiiieeee 873,284 873,626
Furniture and fixtures..........ccccceiiiiiiiinns 64,716 64,716
Transportation...........occceeiiiii e 502,624 444,775
Computer equipment .........cccooviieeeiniiee e, 191,103 98,743
Total property and equipment..................... 3,652,076 3,359,412
Less accumulated depreciation....................... (937,092) (667,353)
Net property and equipment..................... $2,714,984 $ 2,692,059

Note 7 — Goodwill and Other Intangible Assets

The Company adopted Statement of Financial Accounting Standards No. 142, “Goodwill and Other
Intangible Assets” (“SFAS No. 142”) effective January 1, 2002. This statement addresses accounting and
reporting for acquired goodwill and intangible assets. In the third quarter of 2002 the Company
completed its initial assessment of goodwill impairment as required under SFAS No. 142. In accordance



FLOTEK INDUSTRIES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
(UNAUDITED)

with the transitional provisions of SFAS No. 142, the Company determined, with the assistance of an
independent appraiser, that the carrying value of goodwill and related assets of the Equipment
Specialties, Inc. (“ES”) reporting unit exceeded its fair value. As of January 1, 2002, there was
approximately $1.3 million of goodwill attributable to the Equipment Manufacturing segment which
consists of two reporting units, ES and Material Translogistics, Inc. (“MTI”). As a result, the Company
recognized a charge to income of $452,745 ($.09 loss per share) for the ES reporting unit which
represents all of this unit’'s goodwill. Our test concluded there was no impairment for MTI. The goodwill
impairment is reflected as the cumulative effect of change in accounting principle during the first quarter
of 2002. As of the end of each period presented, all of the Company’s other intangible assets had
definitive lives and were being amortized accordingly.

Our impairment testing for all reporting segments will be performed during the 4™ quarter of the current
and all subsequent years.

Following is a reconciliation of the reported net income (loss) to the adjusted net income (loss) reflecting
the impact of the adoption of SFAS No. 142 on all periods presented:

Three Months Ended Six Months Ended
June 30, June 30,
2003 2002 2003 2002
Reported net loss:
Reported net loss.........cccceeeviveeeens $ (1,859,611) $ (1,180,623) $ (1,858,547) $ (1,900,122)
Add back: Cumulative effect of
accounting change for impairment
of gOOAWIll ..o - - - (452,745)
Adjusted net 10SS........ccoceeeevciiereennne. $ (1,859,611) $ (1,180,623) $ (1,858,547) $ (1,447,377)
Basic and diluted loss per share:
Reported net 10SS........cccccoveevveeennee. $ (.33) $ (.24) $ (.33) $ (.39)
Add back: Cumulative effect of
accounting change for impairment
of goOdWill .......oovveereiiiicieceeeee - - - - - (.09)
Adjusted net loss...........cccecevveeieennnn. $ (.33) $ (.24) $ (.33) $ (.30)

The Company evaluates the recoverability of its intangible assets subject to amortization in accordance
with Statement of Financial Accounting Standards No. 144, “Accounting for the Impairment or Disposal of
Long-Lived Assets” (“SFAS No. 144”). SFAS No. 144 requires long-lived assets to be reviewed for
impairment whenever events or changes in circumstances indicate that their carrying amount may not be
recoverable. An impairment is recognized in the event that the net book value of an asset exceeds the
sum of the future undiscounted cash flows attributable to such asset or the business to which such asset
relates and the net book value exceeds fair value. As of June 30, 2003, the Company did not recognize
any impairment associated with its long-lived assets.



FLOTEK INDUSTRIES, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

(UNAUDITED)

Other intangible assets are comprised of the following:

June 30, 2003

December 31, 2002

Gross Gross
Carrying Accumulated Carrying Accumulated
Amount Amortization Amount Amortization
Patents ........ccoevevvciiieiiieee, $ 292,463 $ 113,341 $ 266,148 $ 102,099
Other Intangibles....................... 104,464 41,785 104,464 31,092
Total e, $ 396,927 $ 155,126 $ 370,612 $ 133,191
Aggregate Amortization
Expense for the Six Months
Ended
June 30, June 30,
2003 2002
Patents .........ccovevveeeeeiceces $ 11,242 $ 5,908
Other Intangibles....................... 10,693 10,447
Total e, $ 21935 $ 16,355
Estimated Amortization Expense:
For the year ended December 31, 2003 $ 68,400
For the year ended December 31, 2004 $ 57,954
For the year ended December 31, 2005 $ 26,616
For the year ended December 31, 2006 $ 26,616
For the year ended December 31, 2007 $ 26,616

Note 8 — Capital Lease Obligation

On February 28, 2002, the Company sold its rights and obligation to purchase land and buildings covered
by a capital lease obligation, together with capital improvements to the property totaling approximately
$750,000, to Oklahoma Facilities, LLC (“Facilities”). An officer of the Company has a minority investment
interest in and is an officer of Facilities. The total consideration at closing was $1,400,000, with net cash
proceeds to the Company of $761,000. The transaction did not generate any gain or loss. The Company
simultaneously entered into a capital lease agreement with Facilities under which it is obligated to pay
average rent of $18,000 per month for a fixed term of ten years. The Company has the right to buy the
property at any time during the first two years of the lease for a fixed price of $1,400,000. The Company
also has the option to purchase the building for a fixed price of $420,000 at the end of the ten-year lease

term.

The capital lease liability is recorded within Liabilities — Discontinued Operations as presented in Note 3

of the Notes to Consolidated Financial Statements.

10



FLOTEK INDUSTRIES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
(UNAUDITED)

The following schedules represent the future minimum lease payments under the capital lease as
previously reported in the Company's Annual Report on Form 10-KSB for the year ended December 31,
2002 and as renegotiated May 8, 2003:

As reported December 31, 2002:

D2 010 1C T, $ 226,500
2004 ... 237,000
2005 . 219,500
2006 ... 216,000
D2 [ 0, 216,000
Thereafter........oouvueieiiieeee e 900,000
TOtAl e $ 2,015,000
As renegotiated May 8, 2003:
2003 s $ 120,000
2004 ... 261,250
2005 .o 289,500
2006 ... 228,250
D2 [ 2, 216,000
Thereafter........oovveeieiiieeee e 900,000
TOtAl .o $ 2,015,000

As of June 30, 2003, the Company was in arrears in principal and interest payments to Oklahoma
Facilities in the amount of $74,500 for its Capital Lease obligation.

Note 9 — Notes Payable

Notes payable at June 30, 2003 and December 31, 2002 consisted of the following:

June 30, December 31,
2003 2002

Revolving line of credit, secured by accounts receivable and

inventory, bearing interest at the prime rate plus 1.25%, due

in August 2003, with maximum borrowings of $1,414,085 " ..... $ 1,414,035 $ 1,414,035
Revolving line of credit, secured by accounts receivable and

inventory, bearing interest at the prime rate plus 1.25%, due

in August 2003, with maximum borrowings of $1,609,116 © _.... 1,609,116 1,593,109
Note payable, secured by accounts receivable, bearing interest

at the prime rate plus 4.25%, payable in monthly

installments of $8,045 including interest, due upon collection

of the pledged accounts receivable or August 1, 2003,

whichever is earlier ... 495,780 495,780
Note payable, bearing interest at 10% annually, payable in

monthly installments of $8,792 monthly beginning

OCtODEr 1, 2003 ... 100,000 _
Other notes payable.............cooiiiiiiiiiic e 30,000 30,000
Total notes payable...........ccuuiiiii $ 3,648,931 $ 3,532,924

11



FLOTEK INDUSTRIES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
(UNAUDITED)

On July 25, 2002, the Company borrowed $500,000 under a promissory note from Oklahoma Facilities
LLC (“Facilities”). An officer of the Company has a minority investment interest in and is an officer of
Facilities. The note is secured by an account receivable from the Company’s major customer in
Venezuela. The note requires payments of interest only for the first three months and fixed payments of
$8,045 per month thereafter. The note is due upon the collection of the account receivable, but in any
event must be paid in full by August 1, 2003. Proceeds from the loan were used to meet general
corporate purposes. Interest and principal payments totaling $48,270 as of June 30, 2003, have not been
made on this obligation. As of August 6, 2003, the Company was in default and is in negotiations with
Facilities to remedy the default. See Note 15 of the Notes to Consolidated Financial Statements.

At June 30, 2003, the Company was not in compliance on its borrowing base requirements for its
revolving lines of credit by the amount of $258,299. The Lender has not determined the impact of the
event on the Company’s revolving lines of credit.

M Limited to a borrowing base amount calculated as 60% of eligible accounts receivable and inventory.

@ Limited to a borrowing base amount calculated as 50% of eligible accounts receivable and inventory.

Note 10 — Long-Term Debt

Long-term debt at June 30, 2003 and December 31, 2002, consisted of the following:

June 30, December 31,
2003 2002

Notes payable to shareholders of acquired businesses,

unsecured, bearing interest at 9% payable quarterly,

due in five annual installments of $200,000 each

beginning January 2002 " ... $ 800,000 $ 800,000
Note payable to bank, bearing interest at the prime rate

plus 1%, payable in monthly installments of $39,812

including interest, due in January 2008 ® ... 1,935,558 2,025,119
Note payable to bank, bearing interest at the prime rate

plus 1%, payable in monthly installments of $14,823

including interest, due in September 2004 ® e, 266,499 307,375
Construction loan payable to bank, bearing interest at the

prime rate plus 2%, payable in monthly installments of

$16,958 including interest, due in December 2003 “....... 759,053 594,740
Mortgage note on property, bearing interest at 10%,

payable in monthly installments of $1,470 including

interest, due in December 2012 .......ccooovvvevveeeiieiieeee. 107,906 111,228
Note payable to Duncan Area Economic Development

Foundation, unsecured, interest at 6%, payable in

monthly installments of $1,934 including interest, due in

MY 2006 .......ccveiieeiiiiee e 59,812 68,182
Secured vehicle and other equipment loans.............ccccceeee..... 144,173 110,700
TOtaAl .o e 4,073,001 4,017,344
Less current maturities ........coovvveeeeiiiiee e 1,170,675 977,695
Long-term debt........ccooiiiiiii $ 2,902,326 $ 3,039,649
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FLOTEK INDUSTRIES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
(UNAUDITED)

The following is a schedule of future maturities of long-term debt:

For the Month Ending June 30, 2003

2004..... e $ 1,170,675
2005 .. $ 875,979
20006... .. $ 884,126
2007 e $ 907,014
2008 $ 164,192
Thereafter ... $ 71,016

The revolving lines of credit and bank notes payable are owed to the Company’s primary lending bank
and are secured by substantially all of the assets of the Company. They have also been personally
guaranteed by an officer of the Company.

™" On February 24, 2003, the Company entered into a forbearance agreement with two
shareholders of acquired businesses extending $100,000 each of the principal payments due,
under the original promissory note, on January 22, 2003 until June 30, 2003 and September 30,
2003. Interest at 9% under the terms of the original note continues to be payable quarterly. In
the event that principal payments are not made when due, a penalty of 5.25% of the outstanding
unpaid principal will be assessed and, in addition, interest will default to a rate of 12% per annum
until past due amounts are paid. See Note 15 of the Notes to Consolidated Financial Statements.

@ As of June 30, 2003, the Company was in arrears in interest payments in the amount of
$12,742.

@) As of June 30, 2003, the Company was in arrears in interest payments in the amount of $1,320.
@ As of June 30, 2003, the Company was in arrears in interest payments in the amount of $4,217.

Note 11 — Related Party Transactions

On January 30, 2003, CESI Chemical (“CESI”), a Flotek Industries, Inc. company, entered into an
agreement with Stimulation Chemicals, LLC (“SCL”) for the purchase of various raw materials from CESI
Chemical suppliers under deferred payment terms. SCL will procure the raw materials as ordered by
CESI granting CESI 120 day payment terms for a percent markup on established supplier prices up to a
purchase value of $500,000. SCL invoices not paid by CESI within 120 days will bear interest at 1% per
month. SCL is owed $480,056 as of June 30, 2003. SCL is owned jointly by Dr. Penny and Mr. Beall,
whom are both directors of Flotek Industries, Inc. Dr. Penny is also an employee of the Company.

As of June 30, 2003, the Company was in arrears in interest payments to SCL in the amount of $1,087.

On February 11, 2003, Mr. Dumas, Chairman of the Board and Chief Executive Officer, made a short-
term loan to the Company for $135,000 to cover operating cash flow requirements. This note bears
interest at 6% annually. As of June 30, 2003, the current balance of the note payable to Mr. Dumas was
$115,000. Additional amounts owed to Mr. Dumas as of June 30, 2003 total $141,158 for various
operational loans bearing interest of 10% annually.
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FLOTEK INDUSTRIES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
(UNAUDITED)

Note 12 — Stock-Based Compensation

The Company recognizes compensation expense associated with stock-based awards under the
recognition and measurement principles of Accounting Principles Board Opinion No. 25, “Accounting for
Stock Issued to Employees”, and related interpretations. The difference between the quoted market price
as of the date of the grant and the contractual purchase price of shares is charged to operations over the
vesting period. No compensation cost has been recognized for stock options with fixed exercise prices
equal to the market price of the stock on the dates of grant. Pro forma net loss and loss per share
disclosures as if the Company recorded compensation expense based on the fair value for stock-based
awards have been presented in accordance with the provisions of Statement of Financial Standards
(“SFAS”) No. 123, “Accounting for Stock-Based Compensation, as amended by SFAS No. 148,
Accounting for Stock-Based Compensation — Transition and Disclosure”, and are as follows:

Three Months Ended Six Months Ended
June 30, June 30,
2003 2002 2003 2002
Net loss from continuing
operations:
Asreported............coeeennis $ (291,087) $ (427,837) $ (213,738) $ (384,786)
Stock-based employee
compensation expense
determined under fair value-
based method.................... 57,078 - 57,078 -
Pro forma netloss................ $ (348,165) $ (427.837) $ (270,816) $ (384,786)
Basic and diluted loss per
share of common stock:
Asreported............cooiiiiill (0.05) (0.09) (0.04) (0.08)
Proforma..............ooiiinie (0.06) (0.09) (0.05) (0.08)

The fair value of each option is estimated at the date of grant using the Black-Scholes option pricing
model, as determined with the assistance of a third-party appraiser, with the following assumptions for
2003: expected volatility of 50%; risk-free interest rate of 4.04%; and expected lives of 10 years. The fair
value as determined on the date of the grant (April 3, 2003) was $.39 per common share.

On April 3, 2003, a stock grant of 125,000 shares was awarded to Mr. Jerry D. Dumas, Sr., Chairman and
CEO of the Company. This award resulted in $75,000 of compensation expense.

Note 13 — Net Income (Loss) Per Common Share

Net income (loss) per common share is calculated by dividing net income (loss) attributable to common
stockholders by the weighted average number of common shares outstanding. Diluted income (loss) per
share is calculated by dividing net income (loss) attributable to common stockholders by the weighted
average number of common shares and dilutive potential common shares outstanding. The dilutive effect
of stock-based compensation and stock options is computed using the treasury stock method. The
number of potentially dilutive securities for the three and six months ended June 30, 2003 was 144,136
shares. The potentially dilutive securities for the three and six months ended June 30, 2003 were not
included in the computation of diluted earnings per share, since to do so would have been antidilutive due
to our net loss position.
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FLOTEK INDUSTRIES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
(UNAUDITED)

Note 14 — Segment Information

The Company’s product lines are divided into three segments within the oilfield service industry:

e The Specialty Chemicals segment develops, manufactures, packages and sells chemicals
used by other oilfield service companies in oil and gas well cementing, stimulation and
production.

e The Equipment Manufacturing segment designs, constructs and manages automated bulk
material handling and loading facilities for other oilfield service companies.

e The Downhole Equipment segment manufactures and markets the Petrovalve line of
downhole pump components and the Turbeco line of casing centralizers.

The Company’s reportable segments are strategic business units that offer different products and
services. Each business segment requires different technology and marketing strategies and is managed
independently. The accounting policies used in each of the segments are the same as those described in
the significant accounting policies disclosed in Form 10-KSB for the year ending December 31, 2002.
The Company evaluates the performance of its operating segments based on operating income excluding
unusual charges. Intersegment sales and transfers are not material.

The following table presents the revenues and operating income by business segment and on a
comparable basis:

Three Months Ended Six Months Ended
June 30, June 30,
2003 2002 2003 2002
Revenues:
Specialty Chemicals .................. $ 2,610,234 $ 1,597,409 $ 4,677,420 $ 2,900,339
Equipment Manufacturing.......... 436,857 593,761 1,067,017 1,076,001
Downhole Equipment ................ 570,778 686,570 1,201,877 1,933,055
Consolidated ...........ccceeeuneee, $ 3,617,869 $ 2,877,740 $6,946.314 $ 5,909,395
Income (loss) from operations:
Specialty Chemicals .................. $ 432,224 $ 148,698 $ 726,826 $ 260,732
Equipment Manufacturing.......... (26,430) 18,501 112,037 88,490
Downhole Equipment ................ (6,585) (57,840) 85,845 396,669
Corporate and Other.................. (520,345) (381,426) (839,316) (902,102)
Consolidated ............ccoc.u....... $ (121,136) $ (272,067) $ 85,392 $ (156,211)
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FLOTEK INDUSTRIES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
(UNAUDITED)

Note 15 — Subsequent Events

On July 28, 2003, the February 24, 2003 forbearance agreements with two shareholder's of acquired
businesses were modified to defer the payments due on June 30, 2003 and September 30, 2003,
respectively, to not later than December 31, 2003 and January 22, 2004, respectively with no interest
penalty. All other due dates for payments set forth are extended one (1) year from the original due date
specified in these notes.

On August 1, 2003, the primary bank lender revolving lines of credit totaling $3,023,151 became due.
Except for a borrowing base deficiency of approximately $258,000 these loans are performing as all
interest payments are current as of this filing. The primary lender has not indicated, as of this filing, that
they will not renew these lines of credit.

On August 6, 2003, the Company was in default on a $500,000 promissory note to Oklahoma Facilities
LLC ("Facilities"). This note is secured by an account receivable from the Company's major customer in
Venezuela which has not been paid by that customer. The note was due on the earlier of collection of the
pledged accounts receivable or August 1, 2003. Interest and principal payments totaling $48,270, as of
June 30, 2003 have not been paid on this obligation. An officer of the Company has a minority interest in
and is an officer of Facilities. The Company is in negotiations with Facilities to remedy the default.

As of August 12, 2003, the Company had received, subsequent to June 30, 2003, $175,000 from
"accredited investors" for purchase of common stock. These proceeds were used for operating cash flow.

As of July 31, 2003 an employment agreement with a former shareholder of MTI and employee of the
Company was terminated. This negates any further obligation for additional shares of common stock of
the Company as mentioned in Note 2 of the Notes to Consolidated Financial Statements.

On August 12, 2003 an asset purchase agreement was signed with Special Equipment Manufacturing,
Inc. (SEM) for the purchase of certain Equipment Specialties Division (ES) equipment and assets used in
the discontinued business. Operations of the business were assumed by SEM on August 1, 2003. The
initial sale proceeds from this transaction total approximately $225,000. Dr. Penny, an employee and
director of Flotek Industries, Inc., is a majority owner and director of SEM.
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Item 2 - Management’s Discussion and Analysis of Financial Condition and Results of Operations
Business Overview

Flotek was established in 1985 and is currently traded on the OTC Bulletin Board market. On October
31, 2001, the Company completed a Merger with Chemical & Equipment Specialties, Inc. (“CESI”). The
Merger has been accounted for as a reverse acquisition using the purchase method of accounting. In the
Merger, the shareholders of the acquired company, CESI, received the majority of the voting interests in
the surviving consolidated company. Accordingly, CESI was deemed to be the acquiring company for
financial reporting purposes and the historical financial statements of the Company are the historical
financial statements of CESI. All of the assets and liabilities of Flotek were recorded at fair value on
October 31, 2001, the date of the Merger, and the operations of Flotek have been reflected in the
operations of the combined company only for periods subsequent to the date of the Merger.

CESI was incorporated on June 27, 2000 to acquire businesses in the specialty chemical and equipment
manufacturing segments of the oilfield service industry. It had no revenues or operations prior to the
acquisitions of Esses, Inc., Plainsman Technology, Inc., Neal’s Technology, Inc., and Padko International,
Inc. in January 2001. It subsequently acquired Material Translogistics, Inc. in June 2001. These five
companies are referred to collectively as the “CESI Acquired Businesses”.

The Company’s product lines are divided into three segments within the oilfield service industry:

e The Specialty Chemicals segment develops, manufactures, packages and sells chemicals
used by other oilfield service companies in oil and gas well cementing, stimulation and
production.

e The Equipment Manufacturing segment designs, constructs and manages automated bulk
material handling and loading facilities for other oilfield service companies.

e The Downhole Equipment segment manufactures and markets the Petrovalve line of
downhole pump components and the Turbeco line of casing centralizers.

All of the Company’s businesses serve the oil and gas industry and are affected by changes in the
worldwide demand for and price of oil and natural gas. The maijority of our products are dependent on
the level of exploration and development activity and the completion phase of oil and gas well drilling.
Other products and services, such as our Petrovalve downhole pump products and a small number of our
specialty chemicals are more closely tied to the production of oil and gas and are less dependent on
drilling activity.

The oil and gas industry has continued to improve in 2003. Oil and gas commodity prices have remained
strong and the U.S. rig count, as measured by Baker Hughes Incorporated, has continued to strengthen
throughout the year. Having begun the year at 837 rigs, the count increased to 962 active rigs at the
beginning of the second quarter and is currently at 1,097 rigs. This activity has been underpinned by
demand for natural gas required to refill storage, which is still 20% below 2002 levels despite near record
levels of injections. Natural gas and crude oil prices have remained strong through the second quarter.
The current 12-month strip for natural gas is $4.85/MCF, up from $4.10 in 2002. Although crude prices
have softened somewhat since the start of the Iraq war, wellhead and futures prices are still strong with
the 12-month strip at $28.61. Our business will continue to benefit from these oil and gas commodity
prices and the increase in drilling activity as we have seen in the second quarter.

On June 27, 2003, the Company announced its intentions to divest its Equipment Specialties Division
located in Duncan Oklahoma. Company expects to finalize the sale of this division during the third
quarter of 2003. The estimated proceeds from the sale are approximately $255,000 and the estimated
loss on disposal is approximately $1,158.0 thousand. The loss on disposal is recorded separately on the
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Consolidated Statement of Operations. Adjustments to the estimated loss, if any, will continue to be
recorded through the date on which the transaction closes.

The Equipment Specialties Division is accounted for as a discontinued operation and therefore, the

results of operations have been removed from the company’s results of continuing operations for all
periods presented in this document.

Results of Operations

Six Months Ended

June 30,
2003 2002
REVENUES......c.oceieieeiicieeees e $ 6,946,314 $ 5,909,395
Cost Of revenues ........ccccccvvviiiiieeeeeee e 4,295,554 3,487,013
GrossS Margin .......ccoeccveeeiieeeiiee e eee e 2,650,760 2,422,382
Gross Margin % .....ccoeeveeierneeiie e 38.2% 41.0%
Selling, general and administrative.................... 2,220,977 2,284,293
Depreciation and amortization ........................... 303,704 228,872
Research and development............cccoocoeeee 40,687 65,428
Total eXPeNnSses .......cocovviveriiiiee e 2,565,368 2,578,593
Operating income (I0SS)......ccccceveerieereeseenne 85,392 (156,211)
Operating income (10SS) % ......cccovvvevieruernenne 1.2% (2.6)%
Interest eXPenSse. ........cccovcveeeeieeciee e (300,906) (228,745)
Otherincome, nNet........cccoeveiiiiiiieee 1.776 170
Other expense, Net.......ccccccveevcieecieeciee e, (299,130) (228,575)
Loss from continuing operations ................... $ (213,738) $ (384,786)

Total revenues increased by $1,036,919 or 17.5% in the first six months of 2003 compared to the same
period in 2002. As discussed in the segment analysis that follows, the Specialty Chemicals segment
produced this increase in revenues in 2003 compared to 2002. The Equipment Manufacturing segment,
which now excludes the discontinued operating results for Equipment Specialties, please refer to Note 3
of the Notes to Consolidated Financial Statements, was essentially flat between periods, while the
Downhole Equipment segment had significantly lower revenues in the first half of 2003 compared to the
same period in 2002 due to the Petrovalve line of downhole pump components.

On an aggregate basis, the gross margin as a percentage of revenues decreased from 41.0% in 2002 to
38.2% in 2003. The gross margin is best analyzed on a segment by segment basis, discussed below, as
the margin varies significantly between operating segments and can vary significantly from period to
period in certain of our operating segments. Gross margin for 2003 and 2002 also includes
approximately $686,526 and $209,071; respectively, of selling, general and administrative (SG&A) costs
that are considered direct overhead expenditures of providing sales and service. These reclassified costs
reduced gross margin as a percentage of revenue for 2003 and 2002 by 10% and 4%; respectively.

SG&A represents the costs of selling and general and administrative expenses not directly attributable to
products sold or services rendered. The revenues from services are less than 10% of consolidated
revenues and the direct costs of providing these services are included in the cost of revenues. SG&A
amounted to 32.0% of revenues in 2003, which is 6.7% lower than 2002, which was 38.7% of revenues.
Significant emphasis and effort has been placed on reducing SG&A costs and these costs have
decreased between comparable first half year periods for 2003 and 2002 from $2,284,293 for the first six
months of 2002 to $2,220,977 for the first six months of 2003. Further reduction of SG&A is possible with
respect to legal fees, once the patent litigation suit as described in Part Il Item 1 is settled.
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Depreciation and amortization expense increased $74,832 or 32.7% in the first half of 2003 compared to
the same period in 2002. All of this increase is due to depreciation associated with the approximate $1.1
million capital investment at the MTI transload facility in Raceland, Louisiana.

Interest expense increased $72,161 or 32.7% in the first half of 2003 compared to the same period in
2002. The average amount of outstanding debt under the Company's credit agreements and related
party debt was significantly higher in 2003 as a result of the financing of capital expenditures and
increased working capital needs between periods. The majority of the Company's indebtedness carries a
variable interest rate tied to the prime rate and is adjusted on a quarterly basis. This variable rate has
been falling for the last several quarters.

Loss from discontinued operations decreased $575,617 or 54% in the first six months of 2003 as
compared to the same period in 2002. The net loss reflected in 2002 contains approximately $700,000
worth of warranty work provided during that time.

Results by Segment

Specialty Chemicals
Three Months Ended Six Months Ended
June 30, June 30,

2003 2002 2003 2002
Revenues........cccoovoiiiiiiiieee, $ 2,610,234 $ 1,597,409 $ 4,677,420 $ 2,900,339
Gross Margin .......cceceeeeeeeeieeeeneeennn $ 839,183 § 555,037 $ 1,468,945 $§ 929,361
Gross margin percentage............ 32.1% 34.7% 31.4% 32.0%
Operating inCOMe.........cooeieenerrnnnne. $ 432224 § 148698 $ 726,826 $ 260,732
Operating margin percentage...... 16.6% 9.3% 15.5% 9.0%

Specialty Chemical revenues increased $1,777,081 or 61.3%, in the first six months of 2003 compared to
the same period in 2002. Sales in this segment are heavily dependent on drilling activity and this
increase is attributable to a 28% increase in drilling activity in the second quarter of 2003 compared to
2002, as well as market penetration in the US, Canada and Mexico and the addition of environmentally
friendly chemicals to the product offering.

The gross margin in this segment slightly decreased from 32% for the first six months of 2002 to 31.4%
for the same comparable period in 2003. The majority of this margin reduction is due to increased
product costs on select products that we have not been able to pass on to the customer. Approximately
one half of this increased cost occurred in the second quarter of 2003 and is directly related to the
reduced margins of 2.6%, from 34.7% for the second quarter of 2002 to 32.1% for the second quarter of
2003. We expect margins in this segment to be somewhat lower than last year until we are able to curtail
or stop the added product costs associated with a related party procurement arrangement. Reference
Note 11 of the Notes to Consolidated Financial Statements. Gross margin for 2003 and 2002 also
includes approximately $346,511 and $105,242, respectively, of reclassified overhead costs that are
considered direct costs of providing sales and service.

Operating income increased $466,094 or 178.8%, in the first six months of 2003 compared to the same
period in 2002, primarily as a result of increased revenues and gross margins between periods. This
segment has very good operating leverage from revenue growth as evidenced by the $466,094 increase
in operating income yielding 26% of the $1,777,081 revenue increase between periods. SG&A and other
costs of operations were kept in line with increased levels of activity.
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Operating results for the second quarter of 2003 compared to the same period in 2002, were higher for
much of the same reasons mentioned above regarding the first six months of 2003.

Equipment Manufacturing

Three Months Ended Six Months Ended
June 30, June 30,

2003 2002 2003 2002
Revenues........cccovveeiie e, $ 436,857 $ 593,761 $ 1,067,017 $ 1,076,001
Gross Margin ......ccceceeeeeeeeeseeeeneeennn $ 158,931 $ 216,047 $ 456,128 $ 404,472
Gross margin percentage............ 36.4% 44.0% 42.7% 37.6%
Operating income (I0SS).............c...... $ (26,430) $ 18,501 $ 112,037 $ 88,490
Operating margin percentage...... (6.1)% 3.1% 10.5% 8.2%

As discussed in Note 3 of the Notes to Consolidated Financial Statements, the Equipment Specialties
reporting unit, which designed, manufactured and rebuilt specialized cementing and stimulation
equipment, including heavy vehicles used for pressure pumping, blending and bulk material transport, is
being discontinued with assets held for sale. The remaining operations in this segment consist of the MTI
reporting unit which designs, constructs and manages automated bulk material handling and loading
facilities for other oilfield service companies. The Equipment Manufacturing segment comparative
financial information above relates only to the MTI reporting unit.

Equipment Manufacturing revenues were essentially flat between the first six months of 2003 compared
to the same period for 2002. Increased revenues from opening the bulk material transload facility at
Raceland, Louisiana essentially offset reduced revenues from the design and construction of bulk
material handling facilities. Contract awards for bulk material handling facilities have declined significantly
over the past twelve months due to a lack of customer capital spending and working capital limitations at
Flotek Industries, Inc. which limited some customer projects to project management versus lump sum.

Gross margin percentage increased from 37.6% in the first six months of 2002 to 42.7% in the same
comparable period for 2003 or 5.1%. This improvement was essentially due to product mix. Gross
margin contributed by the bulk material transload facility at Raceland, Louisiana was 8.7% higher than
margins contributed by the bulk material facility design and construction portion of this segment. Gross
margin, as a percent of revenue, for the bulk material design and construction portion was essentially flat
between the first six months of 2003 compared to the first six months of 2002. For 2003 and 2002, gross
margin also includes approximately $339,985 and $103,829; respectively, of reclassified overhead costs
that are considered direct overhead costs of providing sales and service.

Operating income increased $23,547 or 26.6% in the first six months of 2003 compared to the same
period in 2002. This modest improvement is due to the higher margins contributed by the bulk material
transload facility and a reduction of SG&A costs between reporting periods for this segment.

Operating results for the second quarter of 2003 compared to the same period in 2002 were lower due to
a significant decrease in revenue and gross profit from bulk material facility design and construction
projects. There will not be a significant emphasis on growing this business in the second half of 2003 due
to working capital constraints and the higher risk of managing these projects.
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Downhole Equipment

Three Months Ended Six Months Ended
June 30, June 30,

2003 2002 2003 2002
REVENUES.......cccveeeieeie e $ 570,778 $ 686,570 $ 1,201,877 $ 1,933,055
Gross Margin ........cceeeeveeeeceeeeneeene. $ 336,620 $ 325117 $ 725,687 $ 1,088,549
Gross margin percentage............ 59.0% 47.4% 60.4% 56.3%
Operating income (10SS).......c..c......... $ (6585 $ (57,840) $ 85,845 $ 396,669
Operating margin percentage...... (1.2)% (8.4)% 71% 20.5%

Downhole Equipment revenues decreased $731,178 or 37.8% in the first six months of 2003 compared to
the same period in 2002. This significant decrease is due to reduced sales for the Petrovalve line of
downhole pump components as the Turbeco line of casing centralizers has increased 129.5% between
years. Petrovalve sales in the first six months of 2002 totaled $1,442,104 and were almost exclusively to
one customer in Venezuela. As more fully discussed in Note 4 of the Notes to Consolidated Financial
Statements and the Capital Resources and Liquidity section that follows, this customer has not paid for
these goods within the customary payment terms. Sales to the Venezuela customer stopped after April
2002 due to political unrest in that country. In addition, oil and gas production workers went on strike in
Venezuela in December 2002 further limiting use of tools previously sold. The strike has ended and
production is approaching and/or exceeding pre-strike levels. We are optimistic that the customer will
begin using our products previously sold but we do not foresee additional large sales to this country in
2003.

Gross margin percentage increased 4.1% from 56.3% in 2002 to 60.4% in 2003. This increase is due to
the Turbeco line of casing centralizers. This reporting unit has contributed 92.4% of the gross margin for
this reporting segment in the first six months of 2003 compared to the same period in 2002 at significantly
improved margins over 2002. The Petrovalve line of downhole pump components did not contribute
significantly to the operating results for this segment in the first six months of 2003 due to a lack of
significant sales to international customers.

Operating income decreased $310,824 or 78.4% in the first six months of 2003 compared to the same
period in 2002. This was due to the significant decline in revenue and gross profit for Petrovalve sales to
international customers. SG&A expenses were lower for this segment, between periods, by
approximately $60,000 but were not reduced further as we expect improved operating results for this
segment in 2003. The Turbeco line of casing centralizers has shown significant improvement over the
last several quarters and is now a significant profit contributor to this segment. We expect this reporting
unit to continue to grow and produce positive operating results as drilling activity for 2003 continues to
improve.

Operating results for the second quarter of 2003 compared to the same period in 2002 improved from an
operating loss of ($57,840) in the first six months of 2002 to a reduced loss of ($6,585) in the same
comparable period for 2003. This improvement is entirely due to the improved operating results of the
Turbeco line of casing centralizers.

Capital Resources and Liquidity

In the first six months of 2003, the Company produced a loss from continuing operations of $213,738 and
had positive cash flow from continuing operations of $209,099. The loss is the result of lower operating
results for the Equipment Manufacturing segment, and higher SG&A and interest costs in the second
quarter of 2003 compared to the first quarter of 2003. The positive cash flow from continuing operations
is a result of minimal working capital requirements to grow operations in the first half of 2003 primarily for
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the Specialty Chemical segment and the Turbeco reporting unit which is part of the Downhole Equipment
segment.

As of June 30, 2003, net working capital was a negative $4,660,141, resulting in a current ratio of .55 to
1. Accounts receivable have increased due to higher levels of activity for the Specialty Chemical
segment and the Turbeco reporting unit which is part of the Downhole Equipment segment during the first
six months of 2003. In addition, amounts due to related parties has increased $655,322 during the first
six months of 2003 primarily due to an agreement between CESI Chemical ("CESI"), a Flotek Industries,
Inc. company, and Stimulation Chemicals, LLC ("SCL"), owned by two directors of the Company, for the
purchase of various raw materials from CESI chemical suppliers under deferred payment terms. See Note
11 of the Notes to Consolidated Financial Statements.

Cash and cash equivalents are $0.00 at June 30, 2003. As discussed in Notes 9, 10 and 11 of the Notes
to Consolidated Financial Statements, several short-term financing arrangements have been made to
help the Company's working capital requirements until operating cash flows improve. Overall, the level of
business activity is increasing and cash flow from operations is improving, but cash flow is still tenuous.

As discussed in Note 4 of the Notes to Consolidated Financial Statements, at June 30, 2003, the
Company had approximately $1,227.0 thousand of accounts receivable from a customer in Venezuela, all
of which arose from goods shipped in the first half of 2002. As a result of political instability and work
disruptions in the country, these amounts have not been paid within the customary payment terms for this
customer. The ultimate customer for these goods is PDVSA, the national oil company of Venezuela. Our
customer holds a contract to deliver over $5 million of our proprietary products to PDVSA during the next
three years. However, PDVSA has delayed acceptance of the majority of the goods shipped due to the
recent political unrest and oil and gas industry work curtailment in Venezuela. The $1,227.0 thousand
has not been shipped to the end customer (PDVSA). Our contacts within PDVSA inform us that our
product will be needed as they begin to ramp up oil production. We believe the product will eventually be
shipped to PDVSA but we cannot predict when. Thus, we have established a reserve for doubtful
accounts for $878.0 thousand, the portion that we believe to be unrealizable if the product is not
ultimately delivered to PDVSA. We fully expect, once PDVSA accepts the product, that they will pay, as
they have in 2002, within their customary payment terms. The delay in collecting this accounts receivable
has had a significant adverse effect on the cash flow of the Company.

Accounts payable and accrued expenses increased $679,711 during the first six months of 2003. This
increase is primarily due to increased litigation payables and Equipment Specialties Division payables
retained by the Company on jobs completed or in process that were not held for sale.

On February 28, 2002, the Company sold its rights and obligation to purchase the land and buildings
covered by a capital lease obligation, together with capital improvements to the property totaling
approximately $750,000 to Oklahoma Facilities, LLC (“Facilities”). An officer of the Company has a
minority investment interest in and is an officer of Facilities. This transaction resulted in net cash
proceeds to the Company of $761,000. The Company simultaneously entered into an agreement to
lease back the facility over ten years. As of June 30, 2003, lease payments totaling $74,500 have not
been paid on this indebtedness due to cash flow constraints. This transaction has been recorded as a
capital lease as discussed in Note 8 of the Notes to Consolidated Financial Statements and is also
included in Liabilities — Discontinued Operations as referenced in Note 3 of the Notes to Consolidated
Financial Statements.

Compensation expense of $75,000 was recorded as a result of a 125,000 stock grant awarded to Mr.
Jerry D. Dumas, Sr., Chairman and CEO of the Company.

In May 2003, the Company issued 166,666 shares of its common stock in a private offering to “accredited
investors” in exchange for $100,000 of subscription proceeds, which was paid by the tender to the
Company of $100,000 in cash. These proceeds were used for operating cash flow. See Note 15 of the
Notes to Consolidated Financial Statements.
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The Company has borrowed $319,993 in the first six months on 2003 under its line of credit
arrangements, including an approximate $200.0 thousand refinance of the construction loan for the
Material Translogistics transload facility in Raceland, Louisiana. In addition, as discussed in Note 10 of
the Notes to Consolidated Financial Statements, on February 24, 2003, the Company entered into a
forbearance agreement with two shareholders of acquired businesses extending $100,000 each of
principal payments due, under the original promissory notes, on January 22, 2003 until June 30, 2003
and September 30, 2003. Interest at 9% under the terms of the original note continues to be payable
quarterly. In the event that principal payments are not made when due, a penalty of 5.25% of the
outstanding unpaid principal will be assessed and in addition, interest will default to a rate of 12% per
annum, until past due amounts are paid.

On July 28, 2003, the February 24, 2003 forbearance agreement was modified to defer the $50,000
payment due June 30, 2003 to on or before December 31, 2003 and the $50,000 payment due
September 30, 2003 to January 22, 2004, with no interest penalty. All other due dates for payments set
forth in the Promissory Notes are extended one (1) year from the original due date specified in the
Promissory Notes.

As of August 12, 2003, the revolving lines of credit, totaling $3,023,151 and secured by accounts
receivable and inventory due August 1, 2003 have not been renewed by the lender. The Company has
borrowings which have exceeded its eligible asset base by $258,299 at June 30, 2003. The Company is
current as of August 14, 2003 on all interest payments associated with this revolving line of credit. We
expect these lines to be renewed by the bank during August 2003 business. See Note 9 of the Notes to
Consolidated Financial Statements.

On August 6, 2003, the Company was in default on a $500,000 promissory note to Oklahoma Facilities
LLC ("Facilities"). As discussed in Note 9 of the Notes to Consolidated Financial Statements, this note is
secured by an account receivable from the Company's major customer in Venezuela which has not been
paid by that customer. The note was due on the earlier of collection of the pledged accounts receivable
or August 1, 2003. Interest and principal payments totaling $48,270 as of June 30, 2003, have not been
made on this obligation. An officer of the Company has a minority investment in and is an officer of
Facilities. The Company is in negotiations with Facilities to remedy the default.

The Company made debt service payments of $225,602 during the first six months of 2003. The
company has estimated minimum debt service payments in 2003 of $1.6 million. This includes minimum
principal and interest payments on Related Party indebtedness, Notes Payable, and Long-Term Debt as
discussed in Notes 9, 10 and 11 of the Notes to Consolidated Financial Statements.

Capital expenditures in the first six months of 2003 totaled $274,323. These expenditures were primarily
for additional improvements at the MTI transload facility in Raceland, Louisiana, and the purchase of a
new financial software package and related hardware. The Company has an approved capital budget
pool of $515,000 and anticipates using the maijority of this pool during 2003 if business conditions
continue to improve during the year.

The Company believes its operations are capable of generating sufficient cash flow to meet its debt
service obligations if we successfully collect amounts due from our Venezuelan customer. However, the
collection of these amounts, and certain other factors involved in executing our business strategy, are
beyond our control. While the market we serve continues to steadily improve we believe the Company
will need to raise additional capital through the sale of its debt or equity securities to provide the
necessary cash flow to grow the business. There can be no assurance that the Company will be able to
secure such financing on acceptable terms or raise the required equity.
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Forward Looking Statements

Except for the historical information contained herein, the discussion in this Form 10-QSB includes
"forward-looking statements" within the meaning of Section 27A of the Securities Act of 1933, as
amended and Section 21E of the Securities Exchange Act of 1934, as amended. The words "anticipate,"
"believe," "expect," "plan," "intend," "project," "forecast," "could" and similar expressions are intended to
identify forward-looking statements. All statements other than statements of historical facts included in
this Form 10-QSB regarding the Company's financial position, business strategy, budgets and plans and
objectives of management for future operations are forward-looking statements. Forward-looking
information involves risks and uncertainties and reflects our best judgment based on current information.
Our results of operations can be affected by inaccurate assumptions we make or by known or unknown
risks and uncertainties. In addition, other factors may affect the accuracy of our forward-looking
information. As a result, no forward-looking information can be guaranteed. Actual events and the
results of operations may vary materially.

While it is not possible to identify all factors, we continue to face many risks and uncertainties that could
cause actual results to differ from our forward-looking statements including:

. The Company is dependent on the oil and gas industry, and activity levels in the industry

are volatile.

. Oil and gas prices are volatile and have a direct impact on the spending levels of our
customers.

. Severe weather conditions, for example, hurricanes, can have a direct impact on activity

levels in the affected areas, and oil and gas prices.

. The oilfield service industry is highly competitive and we must compete with many
companies possessing greater financial resources and better established market positions.

. The introduction of new products and technologies by competitors may adversely affect the
demand for our products and services.

. The Company’s debt service obligations may limit our ability to fund operations and capital
spending or provide for future growth.

. Changes in political conditions, governmental regulations, economic and financial market
conditions, unexpected litigation and other uncertainties may have an adverse effect on our
operations.

Item 4 — Controls and Procedures

The Company’s Chief Executive Officer and Chief Financial Officer (collectively, the “Certifying Officers”)
are responsible for establishing and maintaining disclosure controls and procedures for the Company.
Such officers have concluded (based upon their evaluation of these controls and procedures as of a date
within 90 days of the filing of this report) that the Company’s disclosure controls and procedures are
effective to ensure that information required to be disclosed by the Company in this report is accumulated
and communicated to the Company’s management, including its principal executive officers as
appropriate, to allow timely decisions regarding required disclosure.

The Certifying Officers also have indicated that there were no significant changes in the Company’s
internal controls or other factors that could significantly affect such controls subsequent to the date of
their evaluation.

Within the 90 days prior to the date of this Quarterly Report, the Company carried out an evaluation,
under the supervision and with the participation of the Company's management, including the Company's
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Chief Executive Officer and Primary Financial Officer, of the effectiveness of the design and operation of
the Company's disclosure controls and procedures (as defined in Rules 13a - 14(c) and 15d - 14 (c)
under the Securities Exchange Act of 1934). Based upon the evaluation, the Chief Executive Officer and
Primary Financial Officer concluded that the Company's disclosure controls and procedures are effective
to ensure that information required to be disclosed by the Company in reports that it files or submits under
the Securities Exchange Act of 1934 is recorded, processed, summarized and reported within the time
periods specified in Securities and Exchange Commission rules and forms.

There were no significant changes in the Company's internal controls or in other factors that could
significantly affect these controls subsequent to the date of their evaluation, including any corrective
actions with regard to significant deficiencies and material weaknesses. Previously noted weaknesses
have been corrected.
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PART Il - OTHER INFORMATION
Item 1 — Legal Proceedings

Milam Tool Company and the Estate of Jack J. Milam vs. Flotek Industries, Inc., Turbeco, Inc. and Jerry D.
Dumas, Sr., individually, C.A. No. H-02-1647 (Jury Demanded), in the United States District Court, Southern
District of Texas, Houston Division.

On May 1, 2002, Milam Tool Company and the Estate of Jack J. Milam filed a complaint against Flotek
Industries, Inc., Turbeco, Inc. and Jerry D. Dumas, Sr., individually, in the United States District Court for the
Southern District of Texas, Houston Division. The complaint asserts that the sale of TURBO-LOK
turbulators, which are part of the Company’s Downhole Equipment segment, violates an agreement among
the parties and infringes a United States patent controlled by the Plaintiffs. Plaintiffs seek injunctive relief
and unspecified damages. The Company has answered the complaint. The Company strongly denies the
assertions in the complaint and intends to vigorously contest this matter.

Item 4 — Submission of Matters to a Vote of Security Holders

On May 22, 2003, Flotek Industries, Inc. held an annual stockholder's meeting for purposes of
considering and voting upon upon the following matters:

Election of Directors. The election of seven directors to serve until the next annual meeting of
stockholders of the Company. Directors elected and votes cast were as follows:

Votes Votes

Name Votes For Against Withheld
Jerry D. Dumas, Sr. 3,934,809 - 1,586,861
Gary M. Pittman 3,951,839 - 1,569,831
Robert S. Beall 3,951,839 - 1,569,831
Barry E. Stewart 3,951,839 - 1,569,831
John W. Chisholm 3,950,925 - 1,570,745
Glenn S. Penny 3,951,839 - 1,569,831
William R. Ziegler 3,951,839 - 1,569,831

The above represents all directors of Flotek Industries, Inc.

2003 Long-Term Incentive Plan. This plan is intended to provide employees, directors,
consultants and other individuals rendering services to or on behalf of Flotek Industries, Inc. (the
"Corporation") and /or one or more of its subsidiaries an opportunity to acquire an equity interest
in the Corporation. The Corporation intends to use the Plan to link the long-term interests of the
stockholders of the Corporation and Plan Participants, attract and retain Participants' services,
motivate Participants to increase the Corporation's value, and create flexibility in compensating
Participants. The plan was approved as follows:

Votes Votes
Votes For Against Withheld
2003 Long-Term
Incentive Plan 3,554,721 16,864 1,950,085
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Item 6 — Exhibits and Reports on Form 8-K
(a) Exhibits:
Index to Exhibits

Exhibit
Number Description of Exhibit

10.1 Asset Purchase Agreement dated August 12, 2003 for equipment sale between
Flotek Industries, Inc. and Special Equipment Manufacturing, Inc.

10.2 * The revolving line of credit, totaling $1,609,115.31 due August 1, 2003.
Reference Note 9 of the Notes to Consolidated Financial Statements. (This
exhibit is incorporated by reference to the Company’s Form 10-QSB filed with
the Commission on August 14, 2002.)

10.3 * The revolving line of credit, totaling $1,414,085.31 due August 1, 2003.
Reference Note 9 of the Notes to Consolidated Financial Statements. (This
exhibit is incorporated by reference to the Company’s Form 10-KSB filed with
the Commission on April 15, 2002).

104 * Forbearance Agreement dated July 28, 2003 between John Todd Sanner and
Flotek Industries, Inc., successor in interest of Chemical & Equipment
Specialties, Inc. (This exhibit is incorporated by reference to the Company’s
Form 10-KSB filed with the Commission on April 15, 2002).

10.5 * Forbearance Agreement dated July 28, 2003 between Earl E. Schott and Flotek
Industries, Inc., successor in interest of Chemical & Equipment Specialties, Inc.
(This exhibit is incorporated by reference to the Company’s Form 10-KSB filed
with the Commission on April 15, 2002).

31.1 Rule 13a-15(e) and 15d-15(e) Certification of Chief Executive Officer.
31.2 Rule 13a-15(e) and 15d-15(e) Certification of Chief Financial Officer.

32 Certification of Periodic Report by Chief Executive Officer and Chief Financial
Officer.

(b) Reports on Form 8-K

During the quarter ended June 30, 2003, the Company filed the following Current Reports on Form
8-K:

(i) * Current Report on Form 8-K dated July 3, 2003 reporting under Item 5 — Other
events, announcement of the Company’s intention to divest its Equipment
Specialties Division located in Duncan Oklahoma. (This exhibit is incorporated
by reference to the Company’s Form 8-K filed with the Commission on July 3,
2003).
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SIGNATURES

In accordance with the requirements of the Exchange Act, the Registrant caused this report to be signed
on its behalf by the undersigned thereunto duly authorized.

28

FLOTEK INDUSTRIES, INC.
(Registrant)

Date: August 19, 2003

/s/ Mark D. Kehnemund
Mark D. Kehnemund
Chief Operating Officer & Chief Financial Officer
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